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To: Students in MGT. 205A  

From: Dan Mitchell, Professor  

Subject: Week 7 

 

Midterms: As noted in class, midterm exams are our "distant early 

warning system.”  The final exam will not be cumulative, i.e., it 

will cover the post-midterm material.  However, it will have at 

least one question word for word from the midterm.  So you have 

an incentive to go over the midterm exam and figure out where you 

made mistakes.   

 

Note: One midterm that was not picked up before class or during 

class is back awaiting pickup in room A416 Collins. 

 

I will get back to those who submitted report outlines in paper 

format or e-mail format ASAP – unless I have already replied.   

 

Our next Q&A will be at noon, Wednesday, May 14, in B413. 

 

PowerPoint slides: The PowerPoint slides through week 7 are now 

or soon will be on the websites along with the text of this 

message. 

 

Empirically, we found last time that the terms of trade move with 

the currency value.  When a country's currency depreciates, its 

terms of trade tend to deteriorate (and vice verse).  Thus, 

countries have an incentive - other things equal - to resist 

depreciation/devaluation; the terms of trade effect can make them 

worse off.  (There may also be an anti-inflation incentive.  

Depreciation/devaluation raises both export and import prices, a 

one-shot jump in the domestic price index that may lead to 

inflationary pressures).  In any event, this analysis suggests we 

need to look further at the connection between exchange rates and 

prices. 

 

We know empirically that currency values change in the market 

place, sometimes dramatically.  It would be nice to be able to 

make judgments about which currencies were overvalued (presumably 

likely to depreciate) and which were undervalued (presumably 

likely to appreciate).  In fact, we could become rich quickly if 

we could make such predictions accurately.  One idea is to try to 

draw some information from prices about exchange rates.   

 

Purchasing-power-parity (PPP) is an approach using prices to say 

something about exchange rates.  PPP is widely cited but, as we 

saw, it does not in practice lead to highly accurate predictions.   

 

PPP comes in two forms: the absolute form and the relative form.   

In its absolute form, PPP says that the prices of some 

representative bundle of goods "should" be the same everywhere. 
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So if we find a country (A) where the bundle costs more than some 

other country (B), we would say that A's currency is overvalued 

relative to B's (or B's currency is undervalued relative to A's). 

The problem with this idea is 1) empirically it gives us silly 

results, as per the hamburger and cost-of-living examples shown 

in class, and 2) there is no real theoretical justification for 

it. 

 

Goods can be divided into tradable and domestic in concept.  

Wheat is a tradable; haircuts are a domestic good.  But most 

goods have a mix of tradable and domestic within them. (A Toyota 

built in Japan - as delivered to U.S. consumers - includes U.S. 

transport services from the port to the dealer and dealer 

services in its retail price, for example.)  There is no reason 

why the domestic element should be the same across countries.  On 

the other hand, the tradable element will be the same (neglecting 

tariffs, transport costs, etc.) regardless of the exchange rate.  

So absolute PPP has little information content. 

 

Relative PPP seemed to work in the Ricardian exchange rate 

example we look at early on in this course.  Like the absolute 

PPP version, however, it also has some problems as an analytical 

tool in practice.  Traded goods will still tend to have the same 

prices (or inflation rates) in different countries while domestic 

goods can have independent inflation rates.  So comparing price 

trends to forecast exchange rates has a paradoxical element: much 

of the information content is coming from goods that aren't 

traded.  Non-traded good information is being used to say 

something about exchange rates.  (Really, in the Ricardian case, 

the pure non-tradable good was labor itself.  Wages and unit 

labor costs set the exchange rate.) 

 

Still, the empirical evidence supports a loose relative PPP 

forecast.  Relative PPP won't make us rich as exchange rate 

speculators.  But it does explain (crudely) exchange rate changes 

over time of countries with greatly different inflation rates.  

Basically, the high inflation countries are the big depreciation 

countries.  Where countries have inflation rates that are not 

much different, financial market pressures, e.g., different 

interest rates, or other local issues may have a major influence 

on exchange rates which has little to do directly with exports 

and imports.  (Thus, for example, the big U.S. dollar 

appreciation and then depreciation in the 1980s seemed to have 

more to do with interest rates and government budget deficits 

{and maybe a financial "bubble"} then differential inflation 

rates.  Indeed, the dollar's big appreciation in the first half 

of the 1980s helped bring down U.S. inflation and the dollar's 

fall helped raise the inflation rate in the second half.  The 

dollar exchange rate was influencing inflation rather than the 

other way around.) 
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Changes in exchange rates change the international 

competitiveness of countries.  But what happens if the exchange 

rate is frozen?  Then changes have to occur in relative price 

levels between countries.  (Or, as we will make explicit in our 

later macro unit, the adjustment can be through real income 

flows.)  The Price-Specie-Flow (PSF) mechanism provides an 

example of such adjustments.  As we told the PSF story, countries 

"back" their currencies with gold, i.e., provide a fixed ratio of 

exchange between gold and their currencies.  This is roughly the 

19th century gold standard.  These fixed gold price ratios create 

implicit official exchange rates (called "par values") which are 

maintained by arbitrage in the exchange market. 

 

With no transaction costs, the exchange rate in the market would 

be identical to the official par value.  With transactions costs 

- say, the costs of shipping gold between countries - exchange 

rates can move in a narrow band around the par value.  When a 

country's currency depreciates to the floor of the band, gold 

begins to be exported (the gold export point).  When it 

appreciates to the ceiling, gold is imported (the gold import 

point).  Modern fixed exchange rate systems - often retain this 

gold-standard notion of a band around a par value, i.e., there is 

a small element of flexibility allowed. 

 

In the PSF story, monetary policy is supposed to be dictated by 

external events, i.e., international gold flows.  If gold flows 

in, the country is supposed to follow an expansionary monetary 

policy; if gold flows out, monetary policy should be 

contractionary.  These are the "rules of the game."  A fixed 

exchange rate system needs such rules for long-term survival. 

Under PSF, the equilibrating mechanism is through national 

“prices” as affected by monetary policy. 

 

The examples we worked out in class showed that an increase in 

demand for imports triggers a gold outflow (to "finance" the 

extra imports) and produces a contractionary monetary policy at 

home and an expansionary one abroad.  Relative price adjustments 

then brought exports and imports back into line, restoring 

equilibrium. (Equilibrium is when demand = supply for the 

country's currency which is value of exports = value of imports 

in the no-capital-movements case.) 

 

With capital movements, a capital inflow was initially financed 

by a gold inflow and later reflected in a trade deficit as the 

price effects developed. (We will see this point more clearly 

when we look at balance of payments accounting.)  As we noted, 

the reason a country imports capital from abroad is precisely to 

be able to run a net export deficit, i.e., obtain flows of real 

net resources from the world (net imports of goods and services). 
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We also found that since there was nothing to "force" countries 

to play by the rules of the game, an asymmetry developed.  

Deficit countries (those whose currencies would depreciate were 

it not for the fixed exchange rate arrangements) are gold losers 

and ultimately have to play by the rules (follow contractionary 

monetary policy).  Otherwise, they will run out of gold and be 

out of the system.  But surplus countries (gold gainers) need not 

follow inflationary policies (since they are in no danger of 

running out of gold).  So the "burden of adjustment" may tend to 

fall on deficit countries. (If we think of the adjustment as a 

combination of price and quantity changes, then following a 

contractionary monetary policy requires rising unemployment, 

etc., which is especially unpleasant.  As the video showed, the 

U.K., for example, dropped out of the European Monetary System in 

the early 1990s - a modified fixed exchange rate mechanism - 

because it did not want the burden/pain of adjustment.) 

 

Generally, a fixed exchange rate can work if one party is willing 

to play by the rules and the other is neutral.  Thus, a number of 

countries fix their exchange rates to the U.S. dollar 

unilaterally and carry the entire burden of adjustment.  (Some – 

such as Argentina - created “currency boards,” essentially 

central banks put on automatic pilot to follow the rules.  But as 

the Argentine case shows, to be a success with a currency board, 

you have to have reserves well in excess of just currency notes 

in circulation.  In the modern world, “money” consists of bank 

deposits of various types, not just currency notes.  A run on the 

banks if everyone wants to hold currency will cause a banking 

crisis and collapse.  Someone needs to have large reserves on 

hand to deal with runs on the currency and the banking system.  

Argentina didn’t have such reserves.) 

 

Finally, if a country chooses to follow an internal expansionary 

policy for "domestic" reasons, i.e., not because gold is flowing 

in or reserves are flowing in, it will export inflation to 

countries that do play by the rules.  Fixed exchange rate systems 

tend to transmit shocks across international boundaries just as 

electrical grids transmit disturbances from one utility to 

another.  Floating rates, in contrast, tend to keep problems at 

home.  A country that chooses to follow inflationary policy under 

floating rates would find its currency depreciating as the major 

adjustment mechanism.  (The relative PPP story.)  Other countries 

would not find themselves importing the inflation. 

 

We considered how a fixed exchange rate system could work without 

gold.  Basically, the countries involved must determine the par 

values they want to maintain and undertake to buy or sell the 
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currencies at the par values (with some minor band around the par 

value permitted).  The rules of the game are to follow an 

expansionary monetary policy when reserves are flowing in and a 

restrictive monetary policy when reserves are being lost. 

 

We introduced financial concepts such as speculation (which has 

an element of risk) and arbitrage (which doesn’t).  Both involve 

“buy low, sell high” but in speculation there is only the hope or 

expectation it will occur.  In arbitrage, it is sure.  We noted 

that to speculate against a currency, you go short on it (so your 

liabilities exceed your assets in it – as the Soros video 

showed).  If you go long on it, you do the reverse: you hold more 

assets in the currency than liabilities.   

 

Next week we will see how “spot” and “forward” exchange rates 

(Soros talked about using the forward market) are linked together 

by interest rates and arbitrage.  We will then move to our macro 

unit.  From there we go to balance of payments accounting and 

finally to the evolution of the international monetary system.  

In that unit, we will re-visit fixed vs. flexible exchange rates. 

 

Have a good weekend. 


